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Letters to the Editor
CPA Expert encourages 
readers to write letters on 
issues related to business 
valuation, forensic, and liti­
gation services and on pub­
lished a rtic les . P lease  
include your name and 
telephone and fax num­
bers. Send your letters by 
e-mail to w m oran@ aicpa.org .
 AICPA
WHEN SSVS NO. 1 DOES— AND DOES 
NOT— APPLY TO ILLUSTRATIVE CLIENT 
SERVICES ENGAGEMENTS
B y  J o h n  R . G i lb e r t ,  C P A / A B V ,  A S A
The new Statement on Standards for 
Valuation Services No. 1 (SSVS No. 
1), Valuation o f  a Business, Business 
Ownership Interest, Security, or Intangi­
ble Asset, has been issued. SSVS No. 1 
(also referred to herein as the “BV 
standard”) applies to any AICPA 
member who performs “an engage­
m ent to estim ate v alu e.” T h at 
engagement can be performed for 
transaction pricing, litigation sup­
port, taxation planning, or any other 
purpose. In SSVS No. 1, a member 
who performs such an engagement is 
called a “valuation analyst.”
SSVS No. 1 applies to an engage­
ment to estimate value when the val­
uation analyst (1) “applies valuation 
approaches and valuation methods” 
and (2) “uses professional ju d g ­
m ent.” According to the BV stan­
dard, “the use of professional judg­
ment is an essential com ponent of 
estimating value.” Even with this pro­
fessional guidance, members may 
still be uncertain as to when they 
must apply the provisions of SSVS 
No. 1. This discussion will provide 
some practical examples o f client 
engagem ent situations when SSVS 
No. 1 does— and does not— apply.
A member should be diligent in 
determining if a client engagement 
falls within the scope of SSVS No. 1. 
U nless a type o f en g ag em en t is 
specifically excluded by SSVS No. 1, 
the BV standard  applies if  the 
engagement requires the member to
(1) apply valuation approaches and 
methods and (2) use professional 
judgment in the application of those 
approaches and methods. In deter­
mining the scope and requirements 
o f the en g ag em en t, a m em ber 
should co n sid er (1) the c lie n t ’s 
needs and (2) the requirements of 
any third party for which the valua­
tion is intended. Such third parties 
may include governmental, judicial, 
and a cco u n tin g  au th o rities . O f 
course, a member should also con­
sider all other professional standards 
that may apply to the valuation  
engagement.
The following types of engage­
ments are specifically excluded from 
the application of SSVS No. 1:
• Audit, review, and com pilation 
engagements
• The use of values provided by the 
client or a third party
• Internal use assignm ents from  
employers to employee members 
who are not in the practice of 
public accounting
• Engagements that are exclusively 
for the purpose of determining 
economic damages (for example, 
lost profits) and do not include 
an engagement to estimate value
• Mechanical computations, such as 
for tax reporting purposes
• Engagements in which it is not 
practical or reasonable to obtain 
or use relevant information— and, 
therefore, the member is unable
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Illustrative Client Service SSVS No. 1 SSVS No. 1Applies Does Not Apply
Engagements to estimate value ✓
Lost-profits damage computations ✓
Economic damages computations that incorporate a terminal value ✓
Lost value of a business or intangible asset damage calculations ✓
Mechanical calculations of value (for example, using actuarial tables), for which valuation 
approaches and methods are not used and professional judgment is not required
✓
Valuing a relatively small block (relative to the total amount of the corporation stock 
outstanding) of publicly traded stock when the per-share price is readily ascertainable
✓
Preparing a tax return using a valuation of a business that was provided by a third-party 
appraiser or by the client
✓
Calculating cash “hold back” requirements for tax contingencies ✓
Valuing for any purpose (including estate tax return preparation) a block of publicly traded 
stock if the analysis includes consideration of a discount for blockage, lock-up, or other 
contractual or market restrictions such that valuation approaches and methods are applied, 
and professional judgment is used to determine the value
✓
Valuing stock that is not publicly traded ✓
Computing the fair market value of assets in a charitable remainder trust (CRT) if the engagement ✓  
requires the application of valuation approaches and methods and the use of professional judgment 
Valuing nonpublicly traded limited partnership interests ✓
Providing advice for planning purposes (such as estate planning, personal financial planning, ✓
or merger and acquisitions planning) without reference to value
Providing advice for planning purposes (such as estate planning, personal financial planning, ✓
or merger and acquisitions planning) where the member calculates value
Determining the tax deductibility of interest under a non-recourse loan ✓
Compliance filings that require an estimate of the value of a company, and the value ✓
estimation requires the application of valuation approaches and valuation methods and
the use of professional judgment
Compliance filings that require an estimate of the value of a company, and the client or ✓
a third-party appraiser provides the value of the subject interest
Compliance filings that require an estimate of the value of a company, and the state (or ✓
other government agency) follows formula rules for which the application of valuation 
approaches or methods is not necessary
Purchase price allocations in which the value to be allocated is a subject interest (that is, ✓
a business, business ownership interest, security, or Intangible asset), and the client or a
third party did not provide the member with the value for those assets
Purchase price allocations In which, after the allocation of the purchase price to cash, 
receivables, inventory, and depreciable tangible assets, there is a mechanical assignment 
of the residual amount to goodwill or going concern value
Purchase price allocations in which the member allocates a residual amount to specific ✓
intangible assets (such as to various customer-based or supplier-based intangibles), and
such allocation is based on the asset’s relative value
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Illustrative Client Service
Computing the fair market value of an interest in a family limited partnership (FLP) for 
tax purposes without applying any valuation discount
Computing the fair market value of assets in, or computing the required distribution of, 
a charitable remainder trust (CRT) where the CRT holds assets in which valuation requires 
the application of valuation approaches and methods and the use of professional judgment, 
such as an interest in a limited liability corporation (LLC)
Computing the fair market value of assets in, or computing the required distribution of, 
a charitable remainder trust (CRT) where the CRT only holds publicly traded stock with 
a readily ascertainable value
Asset value assignment valuation engagements under IRC Section 704(c) when (1) one or 
more of the assets is a business, business ownership interest, security, or intangible asset,
(2) the client or a third party does not provide the valuation, and (3) the member applies 
valuation approaches and methods and uses professional judgment to value these assets
Cost segregation study to allocate the costs of building a structure between the real property 
and personal property components of the structure
Planning for income from discharge of indebtedness under IRC Section 108 when (1) the 
company must rely on the insolvency provisions of IRC Section 108, (2) one or more of the 
assets for which value is relevant under IRC Section 108 is a subject interest (that is, a 
business, business ownership interest, security, or intangible asset), (3) the company or a 
third party does not provide the valuation, and (4) the member applies valuation approaches 
and methods and uses professional judgment to value the subject interest(s)
Valuing a partnership interest when the client and the member agree that the member will 
apply an “average” valuation discount that the member will determine based on the results 
of published discount studies and case law
Informal conversation or written communications with a client regarding the alternative tax 
consequences of gifting versus selling a business using a presumption of a specific value 
of the business
A transfer pricing study (IRC Section 482) that involves the use of specific methodologies, 
data, terminology, and documentation requirements that are provided in the IRS regulations 
and procedures, and where methodologies and documentation requirements differ from those 
contained in SSVS No. 1
Settlements or negotiations of value in offers-in-compromise or tax disputes
Determining the value of accounts receivable
Determinations of value by a member employed in industry, government, or education who 
“moonlights”
Assignments from an employer to an employee member not in public practice to prepare a 
valuation for internal financial reporting purposes
Personal financial planning services that include estimating the proceeds from a hypothetical 
future sale of the client’s business interest
Personal financial planning services that include (1) estimating the proceeds from a
hypothetical future sale of the client’s business interest, (2) the client or another party 
provides the current value, and (3) the member does not apply valuation approaches and methods
Personal financial planning services that include estimating the proceeds from a hypothetical 
future sale of a client’s business interest, including a general discussion with the client of 
valuation concepts or industry pricing multiples based on the member’s industry knowledge, 
where the discussion assists the client in determining a hypothetical or assumed value
Preparing a personal financial plan that includes an estimate of the future proceeds from a 
sale of the business interest at retirement, where the member estimates the future proceeds 
based on an estimate of the business’s current value developed by applying a rule of thumb 
multiple for the subject industry— but the member does not consider the risk factors of the 
subject interest or exercise other professional judgment in applying the rule of thumb multiple
SSVS No. 1 
Applies
SSVS No. 1 
Does Not Apply
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
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to apply the valuation approaches 
and methods that are described 
in SSVS No. 1
• Engagements meeting the juris­
dictional exception.
The examples on the previous
pages illustrate general fact patterns 
and clien t services and indicate 
whether or not SSVS No. 1 applies
THE SEARCH FOR A FORENSIC 
ACCOUNTANT
B y  R a m o n a  R . F a r r e l l ,  A V A , C F E
The accounting profession has been 
undergoing a radical change over 
the last several years. The Enron and 
WorldCom debacles, as well as other 
accounting scandals, created a new 
market with new needs for forensic 
accountants. As the need grows for 
stron ger co rp o rate  governance, 
independence, and risk assessment 
so does the demand for forensic 
accounting services. Significant cor­
porate collapses have resulted in an 
emerging need for forensic accoun­
tants in specialized investigative 
areas as com panies hunt m ore 
aggressively for fraud.
With the increased demand for 
forensic accountants, the accounting 
industry has struggled to find enough 
com p etent professionals. Laurie 
Holtz, a nationally recognized profes­
sional in forensic accounting, and the 
partner-in-charge of litigation support 
at the Miami firm of Rachlin, Cohen 
& Holtz, has admitted that it is sim­
ply very hard to find qualified peo­
ple.   No matter how successful an 
acco u n tan t or even an au ditor 
might be, it does not mean that per­
son is or can be a forensic accoun­
tant. Bruce Dubinsky, a partner and 
director of forensic accounting and 
dispute analysis at the Bethesda, 
MD, firm of Dubinsky & Company, 
PC, emphasized that
to that illustrative service.
SSVS No. 1 applies to all AICPA
members (including audit, tax, liti­
gation support, personal financial 
planning, and other practitioners) 
when they perform valuation ser­
vices. Therefore, it is important for 
all members to develop an under­
standing as to when the BV stan­
“Although forensic accounting is cur­
rently on the ‘hot’ list o f client services, 
there are plenty o f accountants getting 
involved who shouldn’t be because they 
don’t understand the ins and outs o f the
niche__ Many accountants think it is
simply fraud investigation, and it’s not. 
It is really much more than dealing with 
the numbers. I t ’s no longer just basic 
fraud work."2
Just being an accountant is no 
longer enough. There appears to be 
a wide gap in the understanding of 
the skills or knowledge needed and 
the ability to transfer those skills in 
the practice of forensic accounting.
In the fall of 2006, while working 
toward my MBA, I developed a study 
to gather descriptive data to explore 
the expectations and understanding 
of the required traits or characteristics 
and skill set of the forensic accountant 
from the perspective of professionals 
in the industry and those professionals 
who work with forensic accountants. 
Such knowledge will place us closer to 
understanding the importance of the 
specific traits or characteristics and 
skill set that a forensic accountant 
must have.
A good understanding of financial 
statements and the underlying data is 
still critical. In addition to this, the 
forensic accountant needs to have 
the ability to effectively apply inves­
dard does— and does not—apply to 
client service engagements. X
John R. Gilbert, CPA/ABV, ASA is manag­
ing director of the Rocky Mountain region 
of the Financial Valuation  Group, and 
works from his office in Great Falls, MT. He 
is a member of the AICPA Business Valua­
tion Committee and of its Standards Sub­
c o m m itte e . He can be co n tac te d  at 
jgilbert@fgvinternational.com.
tigative techniques. While under­
standing investigative techniques is 
one thing, being able to apply them 
in the best way is different.
At times, forensic accountants 
have to rely on their instinct to assist 
in unraveling events or com plex 
transactions to discover the “real” 
story. Intuition, coupled with con­
crete data, can develop the full pic­
ture or alternative theories of intent 
that might exist. Investigative intu­
itiveness is a key trait that contributes 
to the success of the forensic accoun­
tant, and the forensic accountant 
needs to be w illing and able to 
deploy this skill. The transition from 
a traditional accountant or auditor, 
who may be used to seeing only the 
“black and w hite,” to a forensic  
accountant who needs to be able to 
think outside o f the box, is not 
always easy or even possible.
SURVEY— THE SEARCH FOR A FORENSIC 
ACCOUNTANT
The (Web-based) survey titled “The 
Search for a Forensic Accountant” 
was published for a 16-day period 
from Monday, December 18, 2006 to 
Tuesday, January 2, 2007. An email 
with a link to the survey was sent to 
262 professionals (primarily attor­
neys and CPA members of the Cali­
fornia Society of CPA’s Litigation 
Sections Steering Committee and 
Fraud Section). During this 16-day 
period, 92 participants completed 
the survey. The chart on the follow­
ing page illustrates the demographic 
breakdown for the participants who 
completed the survey.
1 Kahan, S. (2006). “Sherlock Holmes enters accounting: Dramatic increase in fraud brings more CPA sleuths into the industry.” Accounting Today, 20(8), 1, 32-33.
2 Kahan, 2006, p. 32-33, supra.
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8 Other
(8.7%)
The survey consisted of 22 ques­
tions. Three of the survey questions 
used a 4-point Likert scale, which 
ranged from  “strongly ag ree” to 
“strongly disagree.” The respondents 
completed all 22 questions, and no 
duplicate surveys were submitted.
Since it is primarily attorneys who 
reta in  the services o f forensic  
accountants in matters that have a 
high probability of requiring expert 
testimony in court, a filter was run to 
isolate all attorney responses to the 
survey questions. The reason for the 
filter was to help forensic accoun­
tants to understand the attorneys’ 
perspectives and expectations with 
regard to traits or characteristics and 
skills that forensic accountants need 
to possess, since attorneys rely on the 
expertise of the forensic accountant 
in investigative and litigated matters. 
W hat was so revealing about the 
descriptive data reported was how 
the perceptions of CPAs and attor­
neys can differ. These differences 
are demonstrated in the responses to 
the following four key questions/sce- 
narios asked in the survey:
1. Assume you are working with a 
forensic accountant (or perhaps 
you are a forensic accountant). 
Please answer the following: I 
expect the forensic accountant to 
possess the following characteris­
tics: (see Table 1).
2. Consider your working relation­
ship with forensic accountants (or 
perhaps you are a forensic  
accountant; then, consider your 
working relationship with attor­
neys). The forensic accountant 
should possess the following skills: 
(see Table 2).
3 . Assume a forensic  
accountant is working on 
a fraud case with you (or 
perhaps you are a foren­
sic accountant). It is criti­
cal that he or she be able 
to do the following: (see 
Table 3).
4 . Have you or your 
em ployer ever term i­
nated your relationship 
with or the services of a 
forensic accountant or 
decided not to retain the 
services of that forensic 
accountant again? If yes, 
please check all the rea­
sons that apply. (see 
Table 4).
What follows are the attorney and
CPA responses to these questions/ 
scenarios.
In questions 1 and 2, the respon­
dents were asked to rank (from  
“strongly d isag ree” to “strongly 
agree”) each of the 10 characteristics 
and skills identified in Tables 1 and 
2. The tables reflect the top three 
“strongly agree” responses.
As can be seen in the tables, CPAs 
and attorneys have differing opin­
ions as to what are the most impor­
tant traits or characteristics and skills 
for a forensic accountant to possess. 
N otw ithstanding these d iffering 
opinions, it is interesting that for 
both groups of respondents, inves­
tigative intuitiveness as a 
trait or characteristic of the 
forensic accountant (Table 
1) received the h ighest 
“strongly agree” response:
88%  o f all attorneys and 
78% of all CPAs. It should 
be noted  that 61 .1%  of 
the attorney respondents 
“strongly agreed” that being 
confident, inquisitive, and 
evaluative were also impor­
tant traits or characteristics.
A good forensic accountant 
is able to identify and 
understand divergent paths, 
so that at any given time, he 
or she can go back and
Table 1 . I Expect the Forensic 
Accountant to Possess the Following:
Traits/Characteristics CPAs Attys
“People” person
Risk taker
Evaluative
Responsive 3
Inquisitive 2
Organized 3
Creative 2
Investigative intuitiveness 1 1
Confident
Persistent 3
investigate another path.
With regard to the skills that a
forensic accountant should possess, 
there is a difference between the 
CPA respondents’ views on the most 
critical skills for an effective forensic 
accountant to possess and the views 
of the attorney respondents. As to 
the attorney respondents’ perspec­
tive, the ability to understand the 
goals of the case is the foremost key 
skill to possess (83% of attorneys and 
74% of CPAs), whereas from the per­
spective o f the CPA respondents, 
being analytical is the leading critical 
skill (85% of CPAs and 67% of attor­
neys). It is interesting to note that 
slightly more than 50% of the attor­
ney respondents strongly agreed that
Table 2. The Forensic Accountant Should 
Possess the Following:
Skills CPAs Attys
Story teller 
Problem solver 
Skilled interviewer 
Think like the “bad guy”
Critical/strategic thinker 
Understand goals of case 3 1
See the “big picture” 2 2
Written communicator
Oral communicator 3
Analytical 1 3
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being a “story teller” and thinking 
like the “bad guy” were also necessary 
skills for the forensic accountant. 
M ore than 65%  o f the attorney 
respondents and CPA respondents 
indicated that oral communication 
was a skill the forensic accountant 
should possess. Only 27.8% of the 
attorney respondents strongly agreed 
that being a skilled interviewer was a 
necessary skill, and 22.2% disagreed 
that this was a necessary skill for the 
forensic accountant.
N ext, T ab le  3 shows that the 
respondents strongly agreed that it is 
critical for the forensic accountant 
working on a fraud case to have cer­
tain abilities.
Investigative intuitiveness is high­
lighted because as a trait or character­
istic (see Table 1), it received the 
highest number of responses. How­
ever, when considering investigative 
intuitiveness, as something the foren­
sic accountant should be able to do 
(when working on a fraud case), the 
CPA and attorney respondents ranked 
it as third and fourth, respectively. 
The explanation for the dif­
ference may be as simple as 
viewing intuitiveness as a 
trait that a person inher­
ently possesses, not some­
thing that is performed.
From the responses in 
Table 3, it seems that com­
munication skills are a fun­
dam ental elem ent o f an 
effective forensic accoun­
tant. Being able to identify 
key issues, filter through 
data and simplify the infor­
mation, and be an effective 
communicator were abili­
ties that the majority of the 
respondents recognized.
The forensic accountant 
needs to be able to convey 
his or her findings to 
clients and triers of fact in 
a nontechnical (simplified) 
format because often the 
discovery of fraud will lead 
to litigation  m atters. In 
other words, the forensic
Other
Could not clearly 
communicate opinion 
Excess delegation
Missed critical documents
Failed to do the work
Just didn't get it
Was unable to think 
like the "bad guys"
Didn't follow other paths 
of inquiry 
Missed the "smoking gun"
Got so tied down with the details, 
he/she missed the "big picture"
accountant needs to have 
a working knowledge of 
the legal system (under­
stand the process) and 
excellent communication 
skills to provide expert 
witness testimony in the 
courtroom and in other 
litigation settings.
Finally, Table 4 lists 
some of the reasons why 
the respondents (includ­
ing responses from the 
CPAs and attorneys) have 
terminated the services 
o f or an em ploym ent 
relationship with a foren­
sic accountant. The important role 
of communication skills is reinforced 
by the responses shown in Table 4 .
After filtering the data, the top 
three reasons given by the attorney 
respondents for terminating the rela­
tionship were that the forensic 
accountant (1) could not clearly com­
municate opinions, (2) just didn’t get 
it, and (3) got so tied down with the 
details that he or she missed the big
Table 4. Reasons for Terminating the Relationship 
with the Forensic Accountant
Table 3. It Is Critical That the Forensic 
Accountant Be Able to Do the Following:
Abilities CPAs Attys
Effective communicator 4 2
Possess investigative intuitiveness 3 4
Simplify the information 2 1
Open-minded, flexible
Generate new ideas
Strategic partner
Identify key issues 1 3
Follow gut instinct
picture. For the CPA respondents, 
the top three reasons were the same 
but ranked in the following order: (1) 
just didn’t get it, (2) got so tied down 
with the details that he or she missed 
the big picture, and (3) could not 
clearly communicate opinions. Many 
of these responses are consistent with 
the responses concerning the traits or 
characteristics and skills of a forensic 
accountant that were identified in 
Tables 1 and 2 on page 5 and Table 3
above.
As was stated earlier, the 
m ajor ob jective o f this 
study was to gain a clearer 
understanding of the traits 
or characteristics and skills 
that forensic accountants 
are expected to possess for 
the varied investigative 
matters for which they are 
retained. Recent literature 
has made us more aware of 
the different traits or char­
acteristics and skills that 
forensic accountants need 
to have. Notably, the litera­
ture also confirm s that 
forensic accountant traits 
or characteristics and skills 
are not inherent in every 
accountant, as it necessi­
tates a different mindset 
than that of an auditor or 
trad itional accou ntan t. 
The results of the descrip­
tive data o f this study, 
which have yet to “prove”
6
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anything, demonstrate a general con­
sensus that qualified forensic accoun­
tants need to possess different or 
unique characteristics and skills 
(including investigative intuitiveness 
and effective com m unication) as 
com pared with auditors or tradi­
tional accountants, who require a dif­
ferent set of skills. Typically, auditors 
and accountants have a standard for­
mat for their work (that is, check­
lists), whereas forensic accountants 
do not have as formal a structured 
method because each case is unique. 
Because of these differences, even 
traditional accountants or auditors 
who are excellent at their current 
work may not have the appropriate 
skills to become successful forensic 
accountants— and some of these 
skills may not be teachable.
Although it appears investigative 
intuitiveness is considered an essen­
tial trait for the forensic accountant, 
there are mixed views on whether 
intuitiveness is simply inherent or a 
trait that can also be learned from 
training, mentoring, and experience. 
This mixed view is not surprising
MONTE CARLO SIMULATION ANALYSIS 
PART III: A CASE HISTORY
B y  S t e v e  P o m e r a n t z ,  P h D , a n d  B r u c e  G . D u b in s k y ,  M S T , C P A , C V A , C F E
T h eo ries are fine and n ice. But 
putting them to the test in the real 
world separates the expert from the 
novice. In this third article in the 
series on Monte Carlo Simulation 
Analysis (MCSA), we apply the theory 
from actual cases that required this 
type of analysis. O f particular interest 
is determining the economic merit 
for particular security transactions.
Here’s the scenario. A telephone 
call comes in from a lawyer represent­
ing a wealthy investor, who claims his 
client was sold a “black box” invest­
m ent with the prom ise o f huge 
returns, only to find out that he paid
since many scholars are still dis­
cussing in tu ition — how a person 
knows something without knowing 
how they know it. If investigative intu­
itiveness is a “sixth sense” or feeling, 
as suggested by some of the respon­
dents, then I do not know if investiga­
tive intuitiveness is something that is 
teach able . However, a forensic 
accountant can work on honing his 
or her communication skills in an 
instructional setting. Perhaps it is not 
so much teaching investigative intu­
itiveness as it is raising som eone’s 
awareness, and more important than 
possessing investigative intuitiveness 
is knowing when and how to act 
upon that intuitiveness.
The study also revealed that com­
munication skills, the ability to sim­
plify the complex, and the ability to 
present opinions in a legal setting 
are critical to the success o f the 
forensic accountant. There is also a 
need for the forensic accountant to 
be able to focus beyond the details 
and see the big picture— to start with 
the goal in mind.
In summary, what this study
millions of dollars in fees for what is 
suspected to be, essentially, a fraud. 
You are hired to assess the damages 
in the case. Where do you begin?
One o f the critical things that 
need to be analyzed is whether or not 
the so-called “investment” ever had a 
fighting chance of making a reason­
able profit, taking into account the 
fees paid to the seller. Put another 
way, in the words of one famed trial 
lawyer from the South, what was the 
probability  that “this dog would 
hunt?”1 Using Monte Carlo Simula­
tion Analysis, we can begin to answer 
this question. To review, MCSA is a
brings to light is that there appear to 
be certain traits or characteristics 
and skills that the forensic accoun­
tant needs to possess for the types of 
p ro jects  on which he or she is 
engaged to work.
Professional societies and associa­
tions offer forensic accounting and 
fraud training programs. However, I 
am not aware of any programs that 
do not assume the professional sitting 
in the room already possesses the nec­
essary traits or characteristics and 
skills described in this study. With the 
increased  dem and for forensic 
accountants, and consequently, the 
increasing number of CPAs and other 
professionals that hold themselves 
out as forensic accountants in 
response to that market demand, 
clearly more effort should be directed 
toward identifying the requisite traits 
or characteristics, skills, and mindset 
needed to qualify someone as a foren­
sic accountant. X
Ramona R. Farrell, AVA, CFE is Managing 
Partner, Ueltzen & Company, LLP, a foren­
sic accounting firm located in Sacramento, 
CA. She can be contacted via e-mail at 
rfarrell@ueltzen.com.
statistical technique which randomly 
generates values for uncertain vari­
ables over and over to generate dif­
ferent potential outcomes for a par­
ticular situation. The technique has 
been tested and accepted by courts 
throughout the country as being a 
methodology that is widely accepted 
within the financial com m unity. 
Using MCSA, we attempt to identify 
statistical probabilities that are associ­
ated with various outcomes that may 
be of interest in answering important 
questions like “could this investment 
have even made any money, and if 
so, how much?”
It is important to recognize that 
certain transactions are so complex 
that sometimes they can not even be 
fully analyzed and understood with­
out the aid of a Monte Carlo Analy­
sis. Even for those situations that do 
not explicitly require this type of
See, for example, Dockery v. Commissioner, T.C. Memo 1998-114; Bank One Corp. v. Commissioner, 120 T.C. 174 (2003); Hammes v. Yamaha Motor Corp. U.S.A., Inc., 2006 WL 
1195907 (D. Minn. May 4, 2006).
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analysis, MCSA contributes enor­
mously to o n e’s understanding of 
complicated scenario analysis, and 
ultimately, to the rendering of an 
expert opinion in litigation.
Some recent cases being litigated 
have centered around very compli­
cated “exotic” option investments, 
such as those embedded in recent 
tax-shelter products sold as pur­
ported “investments” that have been 
the subject of intense IRS scrutiny.
L et’s begin first with a simpler 
example, the binary option. A binary 
option is in some ways a basic option 
strategy which serves as a building 
block for the more complicated strate­
gies we will discuss later in this article, 
as well as the actual types of strategies 
employed in recent litigation.
Binary options have many of the 
features of traditional stock options. 
In exchange for a premium or an 
upfront payment, an investor receives 
a payment if some asset’s price (for 
example, the stock) exceeds some 
predetermined level at some time. 
Whereas a regular option pays out 
the am ount by which the asset 
exceeds this level, a binary option 
pays exactly $1 if the asset increases 
sufficiently. It does not matter by how 
much it increases, only that it exceeds 
the required level. As a simple exam­
ple, imagine a binary call option on a 
stock trading at $100 per share with a 
strike price of $120 per share and a 
maturity of 1 year. The final payout 
will look like the following payout 
illustrated in Figure 1.
In exchange for this option, an 
investor pays a premium to acquire 
it. MCSA helps to answer the ques­
tion, “What is a fair premium, and 
what types of investment results can 
an investor expect?” Suppose, for 
this example, that an investor pays 
$0.75 for this option. What can be 
exp ected  as an outcom e o f the 
investment?
We use MCSA to generate a set of 
random stock prices over time until 
the end of a one year period. If the
Figure 1. Binary Call Option
$ 1 -------------------------------------
Pa
yo
ut
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final stock price exceeds the strike 
price of $120, then that path leads to 
the conclusion that the option is 
worth a dollar. If the final price for a 
particular price path does not exceed 
$120, then the value of the option 
gets a value of zero. From an invest­
ment perspective, price paths that 
end past the $120 strike price have 
an investment return of 33% [(($1- 
.75)/.75))], while price paths that do 
not reach this level have a return of 
-100% ; you lost your entire original 
investment in the option which was 
$0.75. If  we determ ine from  our 
paths that 59% of the price paths 
pass through the strike price, then we 
can calcu late the true exp ected  
return of the strategy as follows:
Paths Probability Return
Path exceeds strike 59% 33%
Path does not 
exceed strike 41% -100%
Expected Value 100% -21%
The expected value is calculated 
as the weighted average of the indi­
vidual possibilities, which in this case 
is a negative 21%. Even though there 
is a payout 59%  o f the tim e, an 
investor can still expect a negative 
return on the investment. This can 
be due to the embedded fees in the 
price of the option or the excessive 
price of the option. If the purchase 
price was $0.59 instead, then the 
return in those cases would increase
to 69%. In this case, the expected 
return would be 0%, typical of a fair 
economic trade.
GENERATING STOCK PATHS
A word is in order about how to gen­
erate the stock paths. Again this can 
be done in Excel® with the RAND() 
function to generate random num­
bers. The standard industry assump­
tions are for stock prices to be “log- 
normally distributed,” which means 
that the paths are generated using 
random variables from the normal 
distribution. The RAND() values can 
be converted to standard normal 
random values by using the NORM- 
SINV() function, which inverts the 
standard normal cumulative distribu­
tion. If this is too much information, 
the only important formula to know 
is that stock prices can be generated 
as follows:
S (t + dt) = S (t) * exp (m * dt + v * 
sqrt (dt) * NORMSINV (RAND( ) ) );
Successive stock prices are gener­
ated from the previous values using 
inputs m, v, and dt. The dt input 
measures the time between stock 
observations, m is related  to the 
expected return on the stock, and v 
represents the volatility of the stock. 
A good theoretical explanation, as 
well as a discussion on how to select 
these inputs, is in the seminal paper 
of Boyle.2
For the example above, we could
2 Boyle, P.P. (1977): “Options: A Monte Carlo Approach,” Journal of Financial Economics, 4, 323-338.
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Figure 2. Histogram of Payouts
have generated our paths with only 
two points, the initial value and the 
final value; h en ce dt would ju s t  
equal 1.
In our next example, a little more 
complexity is added to the problem. 
In this case, the payout is still the 
same $1.00, if the stock exceeds the 
strike price at maturity with one 
caveat. At the end of each quarter, 
the stock price is observed. As long 
as the stock is over a certain level at 
these observations, the final option 
stays in place. But if the stock drops 
below this value, called a barrier, the 
potential payment opportunity is lost 
forever. This is sometimes referred 
to as a “knock-out” barrier.
In this case, an MCSA would have 
to generate four prices along each 
path. The final payment of $1.00 is 
only made if the stock ends above 
the strike price and never falls below 
the barrier at any of the intermedi­
ate points. We would expect that the 
value of this option would be less 
than the above because of the added 
risk associated with the knock-out 
barrier, but by how much? And for a 
given purchase price, what would 
the return potential be?
An MCSA illustrates that there 
will be a payout only 23%  of the 
time. Even though the strike price is 
surpassed at maturity in 59% of the 
cases, during most of these instances 
the knock-out barrier would be trig­
gered at some point prior to matu­
rity, and there would be no payout
on the option. In other words, the 
knock-out barrier is like touching 
the third rail on the subway track; 
you touch it, and your ride is over.
The follow ing ch art shows by 
example what the returns would be if 
an investor paid $0.30 for this option.
Paths Probability Return
Path exceeds strike
& no barrier 23% 233%
Path does not
exceed strike 77% -100%
Expected value 100% -22%
In this case, the return is a lot 
higher if the trade is successful, but 
the p ro bab ility  that this occurs 
declines com m ensurately so that 
the expected return is still negative. 
Only if  the purchase price were 
$0.23 (which is reverse calculated 
using the results o f the MCSA) 
would the expected return of 0% 
be considered fair.
To further complicate the exam­
ples (we are not making this up; 
this stru ctu re really was sold to 
fo lk s), in som e in sta n ces, an 
investor purchases a binary option 
not just for the final date, but one 
with a maturity for each intermedi­
ate month. In such a situation, an 
investor would then have twelve 
o p p o rtu n ities for a paym ent o f 
$1.00, except that if the knock-out 
barrier were reached at any point 
in time, then all future payment 
opportunities would disappear for­
ever. In addition, the strike price 
level for each month could be dif­
ferent, and indeed it is typical to 
see the strikes increase as the time 
increases.
MCSA can now be used to ana­
lyze how alike several payouts may 
be. W hat is the p ro b ab ility  o f 
receiving all 12 payments, or only 
three, or even none? Given a cer­
tain premium paid by an investor 
for this co m p lica ted  derivative 
option stru ctu re, there are now 
many possible return potentials. 
MCSA would require each path to 
pause at the end o f each m onth 
and observe if the knock-out bar­
rier has been hit and if the stock 
exceeds the required strike.
Based on a sample set of paths, 
the range of outcomes might look 
like that illustrated in Figure 2 above.
In this case, approximately 65% 
of the paths would return no pay­
outs. The rest of the paths would 
offer between 1 and 12 payouts. 
E ach  o f  these p ossib le  payouts 
would have its own profitability as 
well as probability. The expected 
return of the entire transaction is 
then determined by weighting each 
of those outcomes by its respective 
probability. For this strategy, a pre­
mium of $2.20 would produce a 0% 
expected return. If an investor paid 
more for the structure, say $5.00, 
the expected return drops consid­
erably  to -57% . In e ith e r  case, 
because it is independent o f the 
premium, the strategy will produce 
a complete loss of principle 65% of 
the time. While some may be quick 
to argue that this is com m on for 
option strategies, economic merit is 
also based upon the p o te n tia l 
reward in the positive scenarios. In 
other words, there should be a true 
risk/reward relationship that makes 
economic sense in any transaction. 
L ook  at the tab le  on page 10. 
Although 140% may seem like an 
attractive return, it is not probable 
enough (only a 3% chance) within 
the Monte Carlo framework to jus­
tify sufficient economic sense.
9
CPA Expert S u m m e r 2 0 0 7
Return Return
Payouts Probability ($2.20) ($5.00)
0 65% -100% -100%
1 7% -54% -80%
2 3% -8% -60%
3 4% 38% -40%
4 1% 84% -20%
5 2% 130% 0%
6 3% 177% 20%
7 2% 223% 40%
8 2% 269% 60%
9 3% 315% 80%
10 3% 361% 100%
11 4% 407% 120%
12 3% 453% 140%
100% 0% -57%
Strategies like the ones discussed 
above were com m on w ithin the 
recent tax shelter cases being liti­
FINANCE EXECUTIVES' 
PERSPECTIVE ON FAIR VALUE
In a press release issued May 29, 
2007 , Pricew aterhouse C oopers 
(PwC) reports that financial services 
industry executives say that the cost, 
risk, and burden of regulatory com­
pliance are top concerns. PwC sur­
veyed nearly 400 senior finance exec­
utives at its third annual Finance 
Executives Forum held in New York 
City in May. PwC asked the finance 
executives what the biggest chal­
lenge for the industry as a whole 
would be over the next two to three 
years. Their top response was the 
“decline of U.S. competitiveness in 
the global marketplace” followed by 
“competition for talent.”
FAIR VALUE POSES A GREAT ACCOUNTING 
CHALLENGE
When asked which current Financial 
Accounting Standards Board (FASB) 
initiative will have the greatest impact 
on their business or finance team in 
the com ing year, 34%  said “Fair 
Value Measure” FASB Statement of 
Financial Accounting Standards No. 
157, Fair Value Measure) and 28% said
gated around the United States and 
provide a unique perspective into 
the profitability and economic merit 
of the underlying transactions.
The discussion and calculations 
above demonstrate that a proven sta­
tistical analysis such as Monte Carlo 
Sim ulation Analysis can provide 
additional quantitative analysis to 
support expert opinions in the con­
text of litigation. When computed 
and applied properly, the results of 
M onte Carlo Sim ulation Analysis 
provide answers to sometimes very 
difficult abstract situations such as, 
“Could you have reasonably 
expected to make any money on this 
particular investment scenario?”
Although a spreadsheet program 
like Excel® can be programmed to 
perform  M onte Carlo sim ulation
“Fair Value 
Option” (FASB 
Statem en t o f 
F i n a n c i a l  
A c c o u n t in g
Standards No. 159, Fair Value Option). 
FASB Statement No. 157 was issued 
in September 2006, applying a new 
standard to use whenever other stan­
dards either require or permit assets 
or liabilities to be measured at fair 
value. Compliance with FASB State­
ments No. 157 and No. 159 puts 
additional strain on finance depart­
ments and may require new skill sets. 
When asked how they are resourcing 
this work, nearly half (46%) of survey 
respondents said they are relying on 
their own internal finance depart­
ment, and 21% are using existing val­
uation experts. One-quarter, how­
ever, have turned to third-party 
valuation professionals.
The 3rd annual Pricewaterhouse 
Coopers Finance Executives Forum 
is a one-day forum  o f discussion 
about the future of the financial ser­
vices industry, best practices emerg­
ing from finance and compliance 
departments, and technical issues in 
the ch ang in g  fin an cia l services 
industry. Survey respondents were 
fin an ce executives rep resen tin g
analyses, there are also commercial 
software packages that do a good job  
as well. However, as with any soft­
ware programs, the saying “garbage 
in, garbage out” still holds true, and 
anyone attem pting to perform  a 
Monte Carlo analysis must be famil­
iar with its underlying principles as 
well as with the Black-Scholes option 
pricing theory in order to properly 
construct the model and interpret 
the results in a meaningful way. X
Bruce G. Dubinsky, MST, CPA, CVA, CFE, 
specializes in the detection and prevention 
of financial frauds. He is also Director of Liti­
gation and Forensic Accounting Services at 
Dubinsky & Company, PC, in Bethesda, MD 
(www.dubinskyco.com). Steve Pomerantz, 
PhD is president of Steve Pomerantz, LLC, 
Princeton, NJ. He can be contacted at 
steve@stevepomerantz.com.
banking (3 9 % ), b roker/ d ealers 
(6% ), insurance (24% ), investment 
management (24% , of which 10% 
were from traditional asset manage­
m ent firm s, and 14% were from  
alternative investment/private equity 
firms), and real estate (7%).
PCAOB'S PERSPECTIVE
C oncern about skill in valuation 
analysis was also raised at the Compli­
ance Week Annual C onference on 
Governance, Risk, and Compliance 
held in Washington, DC, on June 6, 
7, and 8. As reported in CFO.com by 
Sarah Johnson, “The Public Com­
pany Accounting Oversight Board 
(PCAO B) is con cern ed  that fair 
value accounting could put reliable 
auditing o f financial reporting at 
risk.” This concern was raised by 
PCAOB chairman Mark Olson who 
said that the PCAOB is monitoring 
how firms are addressing the risk. 
Olson said that auditors may lack the 
training in valuation techniques to 
verify that companies made the right 
choices in developing their fair value 
measurements.
Johnson also cites a 2006 research 
report solicited by the PCAOB in 
which “the authors warned that the 
level of technical knowledge of valua­
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tion tools among auditors is both 
sparse and hard to maintain as new 
models are created.” According to a 
co-author o f the report, Jay Rich, 
associate accounting professor at Illi­
nois State University, “No auditor can 
keep up with all this stuff,” Rich said. 
“[Audit firms] need to have someone 
who specializes in valuation in place.”
Cynthia Fornelli, executive direc­
tor of the Center for Audit Quality 
( w w w .thecaq.org) ,  which is affiliated with 
the AICPA, points out that generally
Expert T O O LS
UNDERSTANDING FINANCIAL FRAUD
A review o f  Forensic Accounting and Fraud Investigation for Non-Experts, 2nd 
edition, Hoboken, NJ: John Wiley &  Sons, Inc., 2007; 294 pages; ISBN 0-471-78487-7
The title of Forensic Accounting and 
Fraud Investigation for Non-Experts sug­
gests that it is a prim er for those 
without any expertise in these areas. 
Once into the book, the reader real­
izes that it offers more than just an 
introduction to forensic accounting 
and fraud investigation for less expe­
rienced professionals. The book is 
divided into two parts: Part I: Fraud 
and Forensic Accounting Overview, 
and Part II: Financial Crime Investi­
gation. CPAs with very little knowl­
edge o f forensic accounting and 
fraud investigation, as well as those 
who are m ore exp erien ced , can 
profit from this book. Its breadth 
offers som ething for anyone who 
could benefit from knowing what’s 
involved in investigating and detect­
ing fraud and anyone who wants to 
go into further detail about what the 
practitioner who provides expert ser­
vices and testimony needs to know.
Non-experts in these fields could 
profit from reading this book even if 
they don’t wish to pursue learning 
about these fields in depth. Even a 
true expert who would find nothing 
new in this book might benefit by
audit firms have in-house staff or 
access to fair-value specialists. She 
also points out that the fair-value 
concept isn’t new and many firms 
have been  p rep aring  for its 
expanded application in accounting.
On June 14, the PCAOB issued its 
“Report on Inspection of Deloitte & 
Touche, LLP,” which cited signifi­
cant audit deficiencies at eight of the 
firm ’s clients. D eficiencies cited 
include failure to test management’s 
fair-value calculations and an appar-
giving a copy to current and prospec­
tive clients. At the very least, the 
book would alert them to their vul­
nerability to fraud. In addition to 
clearly defining fraud and explain­
ing the process of fraud, the authors, 
Howard Silverstone, CPA, FCA, CFE 
and Michael Sheetz, JD, make a clear 
case to small business owners that 
white co llar crim es com m itted  
against businesses and their account­
ing systems are likely to occur, so be 
on guard. Silverstone is a Director 
and cofounder of Forensics, Inc., 
Haddonfield, NJ. Sheetz is an Associ­
ate Professor of Criminal Justice and 
former appellate law clerk.
To make clear to small business 
owners that they need to be on guard 
against fraud, the authors cite the 
Association of Certified Fraud Exam­
iners (ACFE) Report to the Nation on 
O ccupational Fraud, warning that 
rather than the dram atic, widely 
reported billion-dollar scandals, “it is 
the slow, steady drip, drip, drip of 
fraudulent activity at small businesses 
that is larger in aggregate and poten­
tially does the greater damage to the 
economy over the long run.”
ent lack of evidence of having tested 
information given to a valuation spe­
cialist. (The report is available at 
w w w .p ca o b u s.o rg /ln sp e ctio n s/P u b lic_R e p o rts/2 0 0 7 /  
Deloitte.pdf.) It should be noted that the 
number o f audits reviewed by the 
PCAOB are a small portion of those 
conducted by each firm it reviews.
Johnson reports that the PCAOB 
scheduled an advisory council meet­
ing for Thursday, June 21, “to con­
sider changes in its guidance for 
auditing fair-value accounting.” X
Silverstone and Sheetz follow this 
with an overview of fraud, along with 
a discussion of society’s perception 
o f fraud, a profile o f the typical 
fraudster, and the motivations for 
fraud.
FINANCIAL ACCOUNTING BASICS
After making their case that business 
owners need to be alert to and even 
anticipate an attempt to defraud the 
company, the authors describe the 
basics of financial accounting. They 
reason that even those who do not 
exam ine a com pany’s books and 
record s need to know how an 
accounting system works in order to 
understand the language of those 
who do examine them.
With each explanation of the five 
accounting cycles, there is a case 
study illustrating a fraud perpetrated 
in that cycle. Each case study 
describes a fraud com m itted in a 
small company. After this comes a 
discussion of the various entities that 
an investigator may en co u n ter, 
including offshore entities.
The final chapter of Part I serves 
both the small business owner and 
the practitioner. Chapter 5, “The 
Role o f the A ccou nting  P rofes­
sion al,” explains to the business 
owner the accountant’s value in pre­
venting and detecting fraud, and in 
doing so, this chapter helps the prac­
titioner promote his or her experi­
ence and skills. The authors say, 
“The most important qualities the 
accounting professional can bring to 
any investigation are an investigative
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mindset and skepticism.” They also 
say that accountants play two impor­
tant roles in a forensic investigation: 
lead fin an cia l investigators and 
expert witnesses in subsequent crimi­
nal or civil trials.
THE KING SPEAKS ABOUT ACCOUNTANTS
Having discussed the accountant’s 
role and promoted the accountant’s 
ability to assume that role and pro­
te c t a com p an y’s f in a n c ia l well 
being, Chapter 5 offers business 
owners this advice: “Through quali­
fied professionals, a healthy serving 
of professional skepticism, suitable 
guidance from the accounting pro­
fession, and adequate assistance 
from the business itself, a business 
can minimize the chance of fraud 
o ccu rrin g .” T h e very final word 
ab ou t the im p o rtan ce  o f  the 
accountant is the wisdom of Elvis 
Presley: “I have no use for body­
guards, but I have very specific use 
for two highly trained certified pub­
lic accountants.”
Part II, “Financial Crime Investi­
gation,” shifts to the practical appli­
cation o f the accou n tan t’s skills. 
Chapter 6, “Business as a Victim,” 
covers employee, management, and 
co rp o rate  thefts, payroll fraud, 
frau d ulent b illin g  schem es, and 
fraud committed by outsiders. Again, 
case studies illustrate how these 
thefts may be perpetrated. The next 
chapter on “Business Villains” details 
how businesses have not only been 
victims of fraud, but have also pro­
vided the vehicle through which 
criminals operate. The authors dis­
cuss, in some detail, organized crime 
and business as well as money laun­
dering, including the trends emerg­
ing with this crime.
The p oin t o f C hap ter 6 is to 
make readers aware that criminal 
enterprises have changed. “Criminal 
enterprises are more like corpora­
tions. With this change has come the 
need to reassess how we view orga­
nized criminals and their behavior. 
The once distinct line between crim­
inal enterprise and big business has 
disappeared.”
INVESTIGATION TOOLS AND PROCESSES
At this point, the authors move into 
the investigative process, covering a 
myriad of related topics. What is pro­
vided from Chapter 8 on, in general, 
is inform ation that will guide the 
accountant from a case’s initiation 
until its conclusion: proving cases 
through docum entary evidence, 
analysis tools for investigators, infer­
ential analysis, and docum enting 
and presenting the case. These latter 
chapters are com prehensive and 
detailed. In addition to the authors’ 
guidance, every chapter of Forensic 
Accounting and Fraud Investigation has 
a fairly lengthy bibliography at its 
end, along with endnotes that cite 
additional sources.
Silverstone and Sheetz have pro­
vided a useful tool, w hether an 
accountant is entering the fields of 
forensic accounting and fraud inves­
tigation or is a seasoned expert. X
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